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Abstract 
This research study was carried out as part of the MBA in IT program conducted by the 
University of Moratuwa. This is an exploratory type of research carried out to analyze the 
trading mechanisms for carbon emission credits generated under the Kyoto protocol. This 
study explores the existing trading mechanisms for Certified Emission Reductions 
(CERs), a tradable commodity generated under Clean Development Mechanisms (CDM) 
of the Kyoto Protocol and proposes an electronic trading system to improve the trading 
efficiency and the liquidity of the commodity. 
Currently, a number of CDM projects are under way in Sri Lanka and most of these 
projects are power generation plants based on renewable energy sources. Even though 
most of these projects are financially viable, they would not have been implemented in 
the absence of additional financial benefits generated by selling CERs due to various 
reasons including long pay back period, high initial cash outflows and other uncertainties 
attributed to this industrial sector. These private companies are finding it difficult to 
attract funding for CERs at a reasonable price compared to market value of substitute 
products. The existing negotiation process is lengthy and complex and there are many 
other deviations from perfect market conditions applicable to these trading mechanisms. 
Due to these reasons, the liquidity of CERs is very low and there is very high price 
volatility. 
The average price obtained by local CDM projects for CERs is considerably less than the 
current market price of substitute carbon products. There are several well established 
carbon emission markets in U S A and Europe that facilitates trading of these various 
different carbon emission products but such a system is not available for trading of CERs. 
Due to the low liquidity of CERs and many other reasons, only a very small fraction of 
the potential CDM capacity in Sri Lanka is considered for actual implementation up to 
now. To avoid above problems and to obtain maximum possible financial benefits from 
Kyoto Protocol, an electronic trading system is proposed to facilitate trading of CERs. 
The proposed trading system incorporates a trading model that enables anonymous 
trading that facilitates trading without disclosing ones identity to the market. Buy and sell 
orders will be displayed by aggregating the total volume available at each price. The 
trading model will also support executing already negotiated trades on the trading system 
enabling outside parties to make use of the straight through processing features available 
for electronic trading systems. All or none execution facilities will be provided if a trader 
does not want his order to get partially executed. All market data will be based on 
moving average for a specific period. A flexible transaction commission structure will be 
used to allow large institutional investors to carry out trading without paying excessive 
commission. 
The proposed electronic trading system will establish perfect market conditions by 
bringing together prospective buyers and sellers of CERs into a single place and making 
the price information freely available to everyone. An electronic trading system will 
enforce equal status for all the participants, avoiding the problem of unequal bargaining 
powers of buyers and sellers. Latest straight through transaction processing will enable 
speedy settlement of transaction proceeds and transfer of CERs between the registries of 
different parties. An electronic trading system will provide an efficient platform for the 
trading of CERs generated by CDM projects and will be able to bring together a wide 
audience of buyers and sellers into one trading system. This will help to improve the 
liquidity of CERs and will facilitate the establishment of equilibrium price for CERs 
where the demand and supply matches each other, thus reducing the price volatility of the 
commodity. Establishment of such trading system will greatly benefit all the non Annex I 
parties, specially countries like Sri Lanka that is not a big player of the CER market in 
terms of generated volume. 
The trading system should be operational at least by early 2007 because, most of the 
current CDM projects will be operational by that time and the demand from all Annex I 
countries will considerably increase as the commitment period from 2008 to 2012 will be 
getting closer by then. The geographical scope that should be targeted for the initial 
implementation of the trading system should cover at least South Asian region since this 
region will be generating enough CERs to attract a large pool of buyers. Initially, the 
trading system should facilitate spot trading of CERs and Futures contracts of CERs as a 
minimum. 
The proposed electronic trading system will be financially feasible considering the 
projected CER volume for the region, CER price under perfect market conditions, 
proposed transaction commission structure, etc. There will be enough incentive for 
brokerages participate in this trading system and existing brokerages currently managing 
the trading of equities or some other commodities will make a move into the trading of 
CERs which is expected be a multi billion dollar business in few years. 
